Introduction
The European Commission has initiated a number of policy proposals directed at affecting the distribution of ownership and control in European companies. 1 A common trend in these initiatives is to promote the so-called "principle of proportional ownership," which states that it is desirable to have proportional distributions of cash flow and control rights among investors in publicly traded corporations. According to this principle, it is undesirable to use mechanisms -such as dual class shares, pyramidal ownership structures, cross-ownership, golden shares and voting caps -that create a wedge between the nominal income rights and the voting rights that the ultimate owners possess. In this paper, we scrutinize the premise of this principle in a sample of more than 4,000 publicly traded corporations from 14 Western European countries.
Prior research 2 has focused on two effects of ownership concentration on the governance of corporations: an incentive effect, which makes the monitoring of management more efficient, and an entrenchment effect, which makes it easier for opportunistic owners to behave in a manner that enriches themselves at the cost of other owners. Starting with Claessens, Djankov, Fan and Lang (2002) a number of studies have empirically established a value discount on disproportional ownership structures. Although this is consistent with incentive and entrenchment effects, we argue that there exists at least five alternative explanations: the discount can be driven by marginal investors' expected loss from protection of private benefits or their expected loss from protection against uninvited takeovers; lack of liquidity; and, measurement errors related to premia on superior voting shares and/or block holdings. In the absence of valid instruments for ownership concentration, omitted variables and measurement bias make any causal interpretation of the observed relationship highly contestable. The main contribution of the present paper is to provide evidence that strengthens the interpretation of the value discount being related to incentive and entrenchment effects. We do this in three steps.
1 First, we build a simple model based on incentive and entrenchment effects that yields a number of testable and refutable predictions of the relationship between disproportional ownership structures and firm value. The model predicts that corporations with disproportional ownership structures have lower firm value, and that this discount is strictly larger in firms where the controlling owners possess little cash flow, in family firms and in firms with a large scope for extraction of private benefits. Moreover, when investor protection primarily increases the owners' ability to monitor the management, our model predicts that the value discount will be larger in countries with higher investor protection.
Second, we investigate these predictions empirically and find that the value discount related to disproportional ownership structure is larger a) when large owners have low cash flow stakes, i.e., where disproportionality provides most added control for the largest owners; b) in familycontrolled firms where the incentive problems are smaller and c) in firms with higher amenity value. Furthermore, we show that the value discount increases in the level of investor protection, which indicates that disproportional ownership structures and legal investor protection are substitute governance mechanisms from the perspective of outside investors.
Third, we show that even though alternative arguments can explain the presence of a value discount, these are inconsistent with the added implications of our theoretical model. To rule out these arguments, we make use of the cross-country and cross-industry variation in our sample: e.g., the potential measurement bias related to unobserved premia on block holdings implies that we should observe a higher value discount in countries where this premium is large.
However, empirically the block premium is larger in countries with low investor protection. This implies that the potential bias should be higher in low investor protection countries, which is contradicted by our result that the discount is increasing in the level of investor protection. We establish similar empirically based contradictions for each of the other alternative explanations.
In addition to these results, we provide two puzzling insights that are not captured in our incentive and entrenchment model: We separate the effect of different mechanisms of creating disproportional ownership structures and find that dual class shares are associated with a significantly larger value discount than pyramids and other separating mechanisms. We also show that there is no effect of disproportionality on operating performance.
Our results have important implications for the harmonization of EU company law. 3 Reg-ulation that promote proportional ownership structures can increase firm value in Northern Europe, where investor protection is high. However, such regulation may not have the desired effect in countries with lower investor protection. In addition, in the absence of effects on operating performance, policy makers must believe that firm value is a legitimate policy goal. Thus, our analysis does support the argument that currently one size does not fit all with respect to harmonizing the company law in Europe.
The paper proceeds as follows. In the next section, we provide a simple model of incentive and entrenchment effects and derive a number of testable results. Section 3 describes our data.
Section 4 presents evidence consistent with the testable implications of our model. In Section 5, we analyze alternative explanations for the observed value discount. Section 6 provides a comparison of dual class shares and pyramids and further shows that we cannot find any effects on operating performance. In the final section, we discuss policy implications of our findings.
Related literature
A number of studies have analyzed the consequences of disproportional ownership structures.
In a sample of 1,301 publicly traded corporations in eight East Asian countries, Claessens et al. (2002) show that ownership concentration increases firm value, but that separation of cash flow and control decreases firm value. Lins (2003) investigates firm performance and managerial ownership in 1000+ corporations in 18 emerging markets and finds that firm value is lower whenever votes are more concentrated than cash flow. Gompers, Ishii and Metrick (2004) analyze a sample of US firms with dual class shares and show that the relationship of firm value to managerial ownership concentration, measured with cash flow, is positive and concave, whereas the relationship to voting concentration is negative and convex. 4 Cronqvist and Nilsson (2003) analyze the impact of controlling minority shareholders on firm value and firm performance in a sample of 309 publicly traded Swedish firms. They show that the presence of controlling minority owners decreases firm value and performance, an effect that is most significant when these controlling minority shareholders are families. In a sample of 174 Finnish firms, Maury and Pajuste (2004) document that firm value is lower when large owners control firms through disproportional ownership structures.
Compared to the studies above, our contribution is to a) provide strong evidence consistent with that the value discount is driven by incentive and entrenchment effects, including documenting that the value discount is increasing in the level of investor protection; 5 b) explicitly analyze alternative explanations of the observed value discount and c) disentangle the impact of dual class shares from pyramids. 6 Our paper is related to the literature that shows the relationship between firm value and investor protection (see survey by La Porta, Lopez-de-Silanes, Shleifer and Vishny 2000). We borrow our measures of investor protection from Djankov et al. (2005) , but distinguish ourselves from this literature by focusing explicitly on disproportional ownership structures and the underlying mechanisms.
There is a vast literature on ownership concentration and firm valuation and performance.
The main distinction in this literature is whether ownership is endogenous. Following Demsetz and Lehn (1985) , a number of studies have found no significant relationship between ownership and performance, consistent with ownership being endogenous; whereas a second group of studies, initiated with Morck, Shleifer and Vishny (1988) , have found a non-linear relationship as the combined outcome of incentive and entrenchment effects, consistent with restrictions on the ability of private parties to choose the socially optimal ownership structure. Our study has little to say about ownership concentration; as such, we focus on disproportionality and how it interacts with ownership concentration.
There are a number of papers that measure private benefit of control, either through measuring voting premia on shares with superior voting rights (see Rydqvist 1987 , Zingales 1994 , 1995b , Nenova 2003 and references herein) or on block trades (see Dyck and Zingales 2004) . We use the fact that these premia are higher in countries with lower investor protection to rule out valuation bias as and alternative explanation of the established value discount. 5 From an analytical point of view, Lins (2003) is the first paper to address the issue of substitution or complementary effects between ownership structure and legal systems empirically. Lins (2003) shows that the impact of managerial control and non-managerial block holding is larger in countries with lower investor protection. 6 Claessens et al. (2002) also attempt to measure the importance of different separating mechanisms. However, their sample is dominated by pyramidal ownership in Asian business groups and they are, therefore, not able to disentangle which disproportionality instrument is associated with the highest valuation discount. Our previous working paper, Bennedsen and Nielsen (2005) , is to our knowledge the first study that disentangles the impact of various instruments. More recently, Villalonga and Amit (2006) have shown similar results using data on US corporations. 4 
A Model of Incentive and Entrenchment Effects
The literature's main explanation of the impact of disproportionality on firm value is based on the interaction of incentive and entrenchment effects. A disproportional ownership structure reduces the incentive problem because it makes it easier for controlling owners to monitor the management, and it increases the entrenchment problem because it improves controlling owners' ability to exploit non-controlling owners. We present these arguments in a simple model that delivers a number of testable implications that can guide our empirical analysis in the following sections.
The model has three types of agents: a manager, m, a controlling owner, o, and a group of passive non-controlling owners. At date zero, the manager chooses to divert an amount of the firm's cash flow, e m d ≥ 0, at a private cost of (e m d ) 2 . At date 1, the controlling owner does two things: she monitors the manager and she diverts corporate resources for her own private benefits. We assume that both types of diversion are observable but non-verifiable; however, monitoring increases the likelihood that the manager is caught in a verifiable way. Finally, at date 2, the residual cash flow is distributed equally among all owners. The controlling owner receives a fraction, c, equivalent to her share of the nominal income rights, and the non-controlling owners receive the rest.
The owner needs to be backed by a certain limit, l, of the votes both to take action against the manager and to receive the full benefits of the corporate resources she diverts. If her own share of votes, v, exceeds l, she is fine, and we denote this as the case of absolute control. If v < l, which we define as the case of shared control, we assume that she has to spend resources on negotiating with a fraction of the other owners. Formally, if the controlling owner provides monitoring effort of e o m at cost (e o m ) 2 and has votes v, the negotiating fraction of the monitoring effort is e n = Max[0, l − v], which implies that the probability of getting caught for the manager is e p = (1 − e n)e o m . We assume for simplicity that if the manager gets caught, the cash flow will return to the corporation without further punishment. Similarly, if the owner diverts e o d at a private cost of (e o d ) 2 , she has to share the diversion with a fraction, e n, of the other owners. 7
7 Notice that the manager is assumed to save negotiation costs and potential private benefits by negotiating with a minimum coalition of owners -conditional on this coalition controlling a share of the votes larger than l. This assumption is similar to the results in Bennedsen and Wolfenzon (2000) . We assume that the controlling owner, by identity, always has an advantage in extracting private benefits, i.e., she keeps the share 1 − e n > 0. Similarly, even with a negligible amount of votes she, does not have to spent all her monitoring effort on negotiating if l < 1.
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The expected payoff for the manager, given the controlling owner's monitoring effort, is
The controlling owner's payoff is given by:
In this model, the incentive problem is the dilution of corporate resources by the manager and the entrenchment problem is the dilution of corporate resources for private benefits by the owner.
We are looking for a subgame perfect equilibrium and focus on the effect of disproportional ownership on the incentive and entrenchment problems and the resulting impact on residual firm value. We focus on residual firm value for two reasons. First, residual firm value, measured through stock prices, reflects the value to the marginal investor and does not include private benefits. Hence, the residual firm value in the model matches the firm value used in the empirical analysis. Second, due to the private effort cost of diversion and monitoring, first best is attained when the residual firm value is maximized and the monitoring effort is zero. The following proposition characterizes equilibrium:
The equilibrium amount of diversion and residual firm value, RF V , is given by:
1. Under shared control (v < l):
,
).
2. Under absolute control (v ≥ l):
All proofs are in the Appendix. This proposition has strong testable implications for the study of the effect of disproportional ownership structures on firm value.
Corollary 1 Let l > v. An increase in v reduces e m d , i.e., disproportionality decreases the incentive problem.
The benefit of disproportionality is that it improves incentives to monitoring, because the controlling owner wastes less effort on negotiating with other owners. Since the incentive to monitor improves, the manager ends up diverting less corporate resources, which ceteris paribus increases residual firm value.
Corollary 2 Let l > v. An increase in v increases e o d , i.e., disproportionality increases the entrenchment problem.
The cost of disproportional ownership structures is that self-interested controlling owners do not need to share diluted corporate resources with other owners, thus it increases the incentive for the controlling owner to extract private benefits, which has a negative impact on firm value.
None of these corollaries is easy to prove empirically, since it is hard to measure the two effects isolated. In general, the combined effect on residual firm value of improving the incentive problem and deteriorating the entrenchment problem does depend on the parameters of the model. However, in the present configuration, we can show the following result: This corollary yields that the combined effect of increased disproportionality on residual firm value is negative when an owner can obtain absolute control with two-thirds (or less) of the votes and when the controlling owner possesses at least as many votes as nominal income rights. In our empirical analysis below, the second condition is almost always satisfied, whereas the vast majority of firms can be controlled with two-thirds of the votes. Under these reasonable assumptions, the corollary implies that we should expect to observe a negative relation between disproportionality and residual firm value.
The effect of disproportionality on firm value is absent when the controlling owner already has absolute control. The empirical implication of this corollary is that the overall negative impact of disproportionality on firm value shall be driven by firms where the controlling owners possess relatively little cash flow. Since empirically v > c, we expect to see a stronger effect of disproportionality on firm value in firms where the controlling owner possesses little cash flow.
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To consider the next empirical implication we define unified ownership and control as firms where the controlling owner is also the manager and separated ownership and control as firms where ownership and management are separated.
Corollary 5 Let l > v. An increase in v has a larger (negative) effect in firms with unified ownership and control than in firms with separated ownership and control.
Unified ownership and control implies that the controlling owner and the manager are the same person. In such situations, the controlling owner has no incentive to monitor her alter ego, the manager. Hence, disproportionality does not improve the efficiency of monitoring and, therefore, the benefit of disproportionality from Corollary 1 is absent. On the other hand, disproportionality still reduces the fraction of other owners that the controlling owner has to share her private benefits with. Hence, the cost of disproportionality (Corollary 2) is unchanged.
We therefore expect to see a larger negative impact of disproportionality in firms with unified ownership and control. Empirically, most family firms have unified ownership and control, in particular, family firms where a member of the family is also the manager.
Our final empirical implications of the model focus on the relationship between investor protection, amenity value and the effect of disproportionality on firm value. To study these issues, we assume that the marginal costs of effort are 2 , respectively. The marginal cost of effort increases in the corresponding parameter i. Using subscript sc to denote separated control, we prove the following corollary in the Appendix:
Part a) of the corollary states that a decrease in the owner's marginal cost of extracting private benefits increases the effect of disproportionality on residual firm failure under separate control. The intuition is that an increase in i o d decreases the entrenchment problem, which is the cost of having disproportional ownership structures. Since the benefit is unchanged, disproportionality yields a more positive (or less negative) effect on firm value. According to Demsetz and Lehn (1985) , certain industries have a larger scope for extracting private benefits, which they denote as a higher degree of amenity value. Higher amenity value in our model is captured through a lower i o d . The corollary, therefore, states the empirical prediction that disproportionality has a larger (negative) effect on firms with higher amenity values.
Investor protection is a broad term for any activity that improves the security of outside owners' investments (Shleifer and Vishny 1997) . In our setup, increased investor protection can be attained through an increase in i o d , a decrease in i o m or an increase in i m d . It is straight forward to show that any of these improvements in the degree of investor protection will increase firm value, consistent with the positive correlation between investor protection and firm value, documented empirically by La Porta et al. (2000) and predicted theoretically by Shleifer and Wolfenzon (2002) . However, in the present analysis we focus on how the impact of disproportionality on firm value is affected by the level of investor protection.
Corollary 6 tells us that when increased investor protection primarily increases the cost of managerial diversion and/or decreases the cost of monitoring managers, then the negative effect of disproportionality on residual firm value increases with the level of investor protection. The key is that investor protection reduces the benefit of disproportionality because the manager's higher cost of diversion and/or the owner's better monitoring technology reduce the incentive problem. If investor protection does not affect the cost for controlling owners of diverting resources, then increased investor protection does not affect the cost of disproportionality. Hence, in this case we should observe a larger (negative) value discount in countries with higher investor protection.
On the other hand, Part c) of Corollary 6 yields that if investor protection increases the cost of owner diversion without affecting the cost of monitoring, nor the cost of managerial diversion, then the impact of disproportionality on firm value is less negative (or more positive) in countries with high investor protection. The reason is that, in this case, investor protection reduces the cost of disproportionality (i.e., reduces the entrenchment problem) without affecting the benefit (i.e., the incentive problem).
We conclude that disproportionality can be a substitute or a compliment for investor protection, depending on which of the two agency problems are most affected by a change in investor protection. Our model suggests the presence of an empirical relationship between investor protection and the impact of disproportionality, but it does not provide us with a clear prediction for the direction of this relationship. Accounting and market data are from Worldscope from 1996 to 1998. We use the name of the firm as the identifier between the two data sets. We have checked for changes in firm name and de-listings to increase the accuracy of this matching procedure. However, not all listed firms in Europe are included in Worldscope. 10 The total number of firms for which we have ownership, accounting and market information is therefore reduced from 5,521 to 4,410.
Data and Sample Selection
In the regressions, we control for a wide range of firm characteristics that are likely to affect firm performance. Unfortunately, not all firms in Worldscope report all of the control variables;
we therefore exclude 314 firms where either market value, sales, sales growth or asset tangibility are missing. We further exclude five firms with assets under 1 million dollars and four firms with extreme sales growth. Thus, the empirical analysis is carried out with 4,096 observations. 11 This sample is a representative subsample of Faccio and Lang's data with respect to the employment of disproportionality mechanisms. We measure firm value by the ratio of market value of assets to book value of assets. Market value is defined as the sum of the market value of common stocks and the book value of debt and preferred stocks. For firms with dual class shares, we calculate firm value on the basis of the publicly traded shares. Thus, in the event that the firm has an unlisted share class, we mark this to the market price of the listed share class. We thereby assume that non-traded superior voting shares carry zero voting premium. Obviously this assumption implies a valuation bias that, in theory, can drive our empirical results. However, we reject this possibility in Section 5 because it is inconsistent with the existing evidence on the value of control across countries.
For firms with pyramidal ownership structures, we evaluate the value of each firm in the pyramid separately. Thus, firm value is evaluated firm-by-firm and firms within each pyramid are counted as independent observations. A firms is classified as having a pyramidal ownership structure if it has an ultimate owner who controls the firm indirectly through another corporation that it does not fully control. 12 As a consequence, we can only evaluate the effect of pyramidal ownership for firms below the top level of the corporate pyramid, as our data do not identify firms at the top layer. The firm-by-firm approach has one clear advantage: as we focus on each firm in the pyramid separately, the discount (if any) cannot be explained by the welldocumented diversification discount on conglomerates. 13 For firms with cross-ownership, we follow the firm-by-firm approach and treat each firm as an independent observation. 
Evidence of Incentive and Entrenchment Effects
This section contains the results from our empirical analysis. First, we provide partial evidence for Corollaries 3 to 6 through focusing on the average firm value across various subgroups of firms.
Second, we confirm this insight in cross-sectional regressions of a) the impact of disproportional ownership structures on firm value and b) the effect of investor protection on these results.
The lack of time variation in our analysis naturally raises concerns about the interpretation of our findings, since we cannot rule out the existence of endogeneity problems due to, e.g., omitted variables and/or reverse causality. In the absence of valid instruments for ownership concentration, our empirical strategy is to provide evidence for Corollaries 3 to 6, which link the results to the incentive and entrenchment issues identified in our theoretical model and, therefore, raise the bar for what alternative stories must be able to explain. In addition, we use these results to rule out five alternative explanations in the following section. 12 For example, if a family owns 25 percent of Firm X, which in turn owns 20 percent of Firm Y, then Y is controlled through a pyramid. If Firm X holds 100 percent of Firm Y, then Y is a subsidiary and not a pyramid. In case the firm is classified as a pyramid, the ownership of votes is measured by the weakest-link approach, whereas the ownership of cash flow rights is the product of ownership along the control chain. 13 One caveat of this approach is that for very large pyramids the observations are not independent, as we might include multiple firms from the same corporate pyramid (to the extent these firms are listed). We acknowledge this potential heteroskedasticity problem and use the White estimator of variance to obtain robust standard errors.
14 The last group is defined as the residual group. These firms have disproportional ownership structures that do not belong to the three former groups. Examples are restrictions on voting rights (voting caps) or government control through golden shares.
Simple means
Firm value and disproportional ownership structures are negatively correlated (Corollary 3):
Panel A in Table 3 shows that the average market-to-book (MB) ratio for firms with a proportional ownership structure is 1.36, whereas the MB ratio for firms with a disproportional ownership structure is 1.17. This difference of 0.19 in the MB ratios is economically large (14 percent) and statistically significant at the 1 percent level.
The negative correlation between firm value and disproportional ownership structures is larger when controlling owners have little cash flow (Corollary 4): In Panel B, we split the firms according to the controlling owner's cash flow stake on firm level. High (low) cash flow concentration means that the largest owner's cash flow stake is higher (lower) than the median across all firms.
In the firms with low cash flow concentration, the value discount on disproportionality is more than three times larger compared to firms in which the largest owner has more cash flow. This difference is statistically significant at the 1 percent level.
The negative correlation between firm value and disproportional ownership structures is larger in firms with unified ownership and control (Corollary 5): Our prime example of unified control is family-owned firms, where the controlling family has strong incentives and better opportunities to monitor the management. Panel C shows that the average value discount related to disproportional ownership structures is more than three times larger in family-controlled firms than in non-family firms. This large difference is statistically significant at the 1 percent level.
To push the argument further, we look at family firms where the manager is a member of the controlling family. 15 In this subgroup, where the incentive problem (but not the entrenchment problem) is eliminated, the value discount is almost five times larger than in non-family firms.
The difference is significant at the 5 percent level.
The negative correlation between firm value and disproportional ownership structures is larger in firms with high amenity values (Corollary 6): Following Demsetz and Lehn (1985), we expect the amenity value to be higher in certain industries, such as sports and media. 16 In Panel D, we split the sample according to if the firms are operating in such private benefits industries or not.
The value discount of disproportionality is more than twice as large in such industries compared 15 Family managed is defined as family firms where the CEO, honorary chairman, chairman or vice-president is a member of the controlling family. 16 In to the rest of the sample. Due to the small number of firms, this effect is only significant at the 5 percent level for the private benefit group. This indicates that the value discount is larger in firms with higher potential for extraction of corporate resources as private benefits. we observe that firm value is significantly higher in countries with high investor protection.
However, more interesting for the present analysis, we notice that the value discount associated with disproportional ownership structures is higher in countries with high anti-director rights.
In countries with high investor protection, this effect is significant at the 1 percent level, whereas the effect is insignificant in countries with low investor protection. Panel F interacts disproportionality with the anti-self-dealing index. The results are similar to Panel E: the discount from disproportional ownership structures is significantly higher in countries with good protection against self-dealing.
Our model does not allow for the possibility that the mechanism through which the disproportional ownership structure is created can have an impact on firm value. However, in the last column we compare the difference in the value discount between firms with dual class shares and firms with pyramidal ownership structure, which are the two most common mechanisms of separating control from cash flow (See Table 2 ). Firms using any of these mechanisms have significantly lower firm value; however, the value discount on firms with dual class shares is more than twice as large as the value discount on firms that are part of a corporate pyramid. The difference between these mechanisms is significant at the 1 percent level. Panels B through E of this column show that the difference is economically larger and statistically more significant in firms with low cash flow concentration, in non-family-controlled firms, in industries with low amenity value and in countries with high investor protection. 
Regression results
We estimate a cross-sectional model of the average of the three yearly observations from 1996 to 1998. This is done because Faccio and Lang's data on the ownership structure in each country are not collected in the same year for all countries. Thus, we assume that the ownership structure is constant for the period 1996 to 1998 and focus on the variation between firms.
We include both industry-and country-specific effects. We thereby pick up differences between industries and the overall lower valuation of firms in countries with low investor protection. Further, the country effects are "fixed effects" to control for country-specific firm invariant heterogeneity. This is important if our basic model omits country-specific variables that are correlated with the explanatory variables, such as investor protection and/or takeover activity. Table 4 analyzes the impact of disproportional ownership structures on firm value measured by the ratio of market value of assets to book value of assets. We measure ownership and control concentration as the amount of residual income rights and votes that the largest owner possesses. 17 Throughout the paper, we control for size, leverage (ratio of book value of debt to book value of assets), asset tangibility, sales growth and industry effects. 18 Table 4 reveals a negative but highly insignificant effect of ownership concentration on firm value and firm performance. Hence, on the aggregate level, we cannot conclude any significant linear relationship between firm value and ownership concentration. Claessens et al. find a positive and significant effect of ownership concentration in their sample of Asian firms, whereas Lins (2003) find no effect in emerging markets. 19 Firm value and disproportional ownership structures are negatively correlated (Corollary 3):
In Model 1 we include a dummy variable for whether a given firm has a disproportional ownership structure, which is defined as the presence of a separating mechanism (such as dual class shares, pyramidal ownership structure, cross-ownership, etc.) that creates a wedge between the amount 17 As a robustness check, we have run all regressions focusing on the residual income rights and votes possessed by the group of largest owners, which we define as the joint ownership of all owners who possess more than 10 percent of the votes. To save space, we are not reporting these regressions; however, it suffices to note that none of our results are sensitive to any of the measures we use. 18 In addition, we could have included return on assets as a control variable in the valuation regression. We have done this as a robustness check with no effect on our results. As we later proceed to evaluate the effect of disproportional ownership structures on operating performance, we have chosen to present the results without return on assets as a control variable. 19 Obviously, our result does not exclude that there could be a significant non-linear relationship, as documented by Morck et al. (1988) . In unreported regressions, we have included cash flow squared, which does not change our results significantly. Since the literature on these questions is extensive (see, e.g., the recent handbook survey by Becht, Bolton and Roell (2003) and the many references herein), we have decided not to pursue this question further.
14 of votes and cash flow possessed by the largest owner. Firms with disproportional ownership structures have lower firm value. The effect is statistically significant at the 1 percent level and very large: the average firm with disproportional ownership structure has a 0.18 lower MB ratio than the average firm with proportional ownership structure. Given a sample mean of 1.28, this implies that the average discount on firm value is around 14 percent. This is consistent with the evidence for Asian firms provided by Claessens et al.. The simple regression model used here has satisfactory explanatory power, with an adjusted R 2 of around 14 percent.
Model 2 analyzes the degree of disproportionality, defined as the largest owner's share of votes minus her share of residual cash flow. The degree of disproportionality is almost significant at the 5 percent level and the marginal effect is large: a 10 percent increase in the wedge between control and cash flow of the largest owner decreases firm value, with 3 percent on average around the sample mean of 1.28. Hence, Models 1 and 2 provide evidence consistent with Corollaries 1 to 3 of our theoretical model.
The negative correlation between firm value and disproportional ownership structures is larger when controlling owners possess little cash flow (Corollary 4): In Model 3 we add a dummy variable, low cash flow concentration (LCFC), which takes the value one if the controlling owner's cash flow stake is smaller than the median cash flow across all firms. 20 We split the effect of disproportional ownership structures in two: the effect that is common to all firms, and an additional effect for firms where the controlling owner possesses little cash flow. We find that disproportionality reduces firm value in all firms; however, the effect in firms where the controlling owner holds little cash flow is significantly larger. Thus, whereas the average discount on firm value is around 14 percent for all firms, it is more than 17 percent (0.25 lower MB ratio around sample mean of 1.39 for firms with low cash flow concentration) in firms where the largest owner possesses little cash flow. Model 4 interacts the low cash flow dummy with the degree of disproportionality. Again, we notice that there is an additional discount in firms with diluted cash flow for a given degree of disproportionality; however, the effect is now statistically insignificant. Models 3 and 4 indicate, therefore, that the value discount is larger when ownership of cash flow is less concentrated.
The negative correlation between firm value and disproportional ownership structures is larger in firms with unified ownership and control (Corollary 5): As reported in Table 3, we have 1,090 family-controlled firms in our sample. In Model 5 of Table 4 , we introduce an indicator for family ownership, family controlled (FC), which takes the value one if the largest ultimate owner is a family. We observe that family-owned firms have around 13 percent higher firm value, but that the value discount on disproportional ownership is significantly larger: the discount for all firms is 0.14 and the additional discount in family-owned firms is 0.19, implying a total value discount in these firms of 0.33. This effect is statistically significant and equivalent to a discount on firm value of disproportional ownership structure of 23 percent. 21 We confirm this insight in Model 6, where we interact family control with the degree of disproportionality. Enlarging the wedge between votes and cash flow is associated with a larger value discount in family firms.
The negative correlation between firm value and disproportional ownership structures is larger in firms with high amenity values (Corollary 6): Following Demsetz and Lehn (1985), we identify industries with high amenity value. These include sport clubs, media and advertising firms as private benefit industries. 22 In Model 7 we add a dummy for these private benefit industries (PBI). Notice that firms in these industries generally have lower firm value. Again, we split the effect of disproportional ownership structures into a general effect and an interaction effect arising in private benefit industries. The interaction effect is large: firms in private benefit industries have an additional value discount associated with disproportional ownership structures of 0.24. However, due to the low number of firms the effect is marginally insignificant, with a p-value of 0.11. This insight is confirmed in Model 8, where we interact the private benefit industry dummy with the degree of disproportionality: the interaction term is negative, but not statistically significant.
To sum up, we conclude that firms with a disproportional relationship between cash flow and votes are valued lower by investors. In addition, we find that the value discount is larger in firms where the controlling owner possesses little cash flow, in family-controlled firms and in industries with a higher potential for extraction of private benefits. These findings are consistent with the incentive and entrenchment story laid out in our simple model.
Investor protection and the value discount of firms with disproportion ownership
In this section, we investigate if the value discount on disproportional ownership structures is In Table 5 , Models 1 and 5, the two overall measures of investor protection are interacted with the disproportionality dummy. 23 To simplify the presentation of the results, we do not report the control variables, which are identical to the ones used throughout the analysis. We start by including the interaction of the anti-self-dealing index with the disproportionality dummy. The interaction effect is negative and highly significant, whereas disproportionality becomes positive and insignificant. Thus, the negative effect of disproportional ownership structures decreases (i.e., becomes stronger) with the level of investor protection, but is insignificant in countries with low levels of investor protection. A simple F-test of the net effect reveals that the negative effect sets in when the anti-director rights score is 3.5 or higher, whereas the effect is insignificant for scores below this level. 24 A simple F-test of the net effect shows that the discount is significant for countries with an anti-self-dealing index above 0.45. 25 In Model 5 of Table 5 , we include the revised anti-director rights index with the disproportionality dummy. The interaction effect is negative and highly significant, whereas disproportionality becomes positive and marginally insignificant. Thus, the effect of disproportional 23 Note that our basic regression model includes a fixed country effect and therefore already controls for the direct effect of the level of legal investor protection, since it is constant within each country. Further, it should be acknowledged that, as the regressions only include 14 countries, the degree of freedom is limited. 24 The F-test of the net effect of disproportional ownership structures with an anti-director rights score of 3 yields a F-statistic of 1.08, which is grossly insignificant, whereas the F-value when the score equals 3.5 is 6.70, which is significant at the 1 percent level. 25 The F-test of the net effect of disproportional ownership structures with an self-dealing index of 0.45 yields a F-statistic of 3.37, which is significant at the 10 percent level, whereas the F-value when the score equals 0.5 is 6.04, which is significant at the 1 percent level. ownership structures increases with the level of investor protection, but is insignificant in countries with low levels of investor protection. A simple F-test of the net effect reveals that the negative effect sets in when the anti-director rights score is 3.5 or higher, whereas the effect is insignificant for scores below this level. 26 Table 5 also provides additional institutional details on the relationship between investor protection and the disproportionality discount. Columns 2 and 3 report regressions based on the two subcomponents of the anti-self-dealing index. We notice that both ex ante and ex post measures are significant, but that the ex post estimate is slightly more so. 27 The fourth model uses the public enforcement measure from Djankov et al. (2005) , which rates the level of punishment that potentially can be imposed on controlling owners and/or managers violating the legal barriers to self-dealing. Public enforcement and anti-self-dealing initiatives are, to a large extent, substitutes, implying that these measures are highly negatively correlated (correlation coefficient of -0.56). Not surprisingly, the interaction term in Model 4 is positive and significant. Models 6 to 10 of Table 5 introduce the components of the revised anti-director rights. 28 Vote by mail, shares not deposited, oppressed minority and capital all enter with a negative sign and are statistically significant. The cumulative voting dummy is positive but insignificant.
These results are robust toward the measure of disproportionality, since identical results are obtained (but not reported) when investor protection indices are interacted with the degree of disproportionality. 29 The economic impact of disproportional ownership structures is larger in countries with high values of our two indices: in the UK, Ireland and Scandinavia, which are the countries that top the two indices, we observe that the discount on firms with a disproportional ownership structure corresponds to around 20 percent of firm value. Our analysis thus indicates that disproportional ownership structures and investor protection, to some extent, are substitute governance mechanisms: when investor protection is inadequate, the benefit of disproportional ownership structure (i.e., the reduced incentive problem from Corollary 1) is as large as the cost (i.e., the increased entrenchment problem from Corollary 2). However, when investor protection 26 The F-test of the net effect of disproportional ownership structures with an anti-director rights score of 3 yields a F-statistic of 1.08, which is grossly insignificant, whereas the F-value when the score equals 3.5 is 6.70, which is significant at the 1 percent level. 27 The ex ante measure focuses on disclosure requirements and the ability to call for independent review of certain actions. The ex post measure focuses on the ability to sue controlling agents, information access and ability to hold agents liable. See Djankov et al. (2005) for details. 28 The anti-director rights index summarizes six provisions of investor protection. However, within our sample of European countries there is no variation in preemptive rights, as all 14 countries mandate this by law. 29 As a robustness check, we have done all the regressions in Table 5 , substituting our disproportionality dummy with our measure of the degree of disproportionality. This does not significantly change the results.
is high, then the increased entrenchment problem dominates, implying that there is a large value discount associated with disproportional ownership structures. 30 
Alternative explanations
In this section we analyze five alternative arguments, each of which is able to explain the negative correlation between disproportional ownership structure and firm value.
Protection of private benefits
Disproportionality can have a negative impact on the marginal investor's willingness to pay when the ownership structure determines the distribution of private benefits. Zingales (1995a) assumes that the amount of private benefits that can be diverted is fixed, but that the distribution of private benefits among the owners is determined by the ownership structure. Disproportionality implies that non-controlling owners in expectation receive a smaller share of the private benefit and, therefore, will pay less for the stock. In a similar vein, Bebchuk (1999) shows that disproportionality instruments are more frequently used whenever private benefits of control are high.
This argument is consistent with our evidence that the value discount is higher when owners have little cash flow and when potential private benefits are higher. However, it is inconsistent with the evidence that the value discount is higher in family firms and in countries with higher investor protection. Protection of private benefits implies that the value discount shall be smaller in family firms, where the private benefit is well protected within the family even in the absence of disproportional ownership structure. As argued above, the entrenchment story would predict a higher value discount, since the incentive problems are smaller. The evidence in Models 5 and 6 in Table 4 is clearly in favor of our interpretation: disproportional ownership structures are associated with a higher value discount in family firms.
If the scope for extracting private benefits is smaller in countries with good investor protection, then the reduction in expected private benefit for the marginal investor from disproportional ownership structures is smaller in countries with high investor protection. Hence, the protection of private benefits argument implies that we should observe that the value discount should be smaller in countries with higher investor protection. Clearly, the evidence in Table 5 conflicts this prediction.
A variant of the protection of private benefit argument is that there might exist withincountry variation in private benefits. Durnev, Morck and Yeung (2004) and Durnev and Kim (2005) show that certain industries are inherently more transparent than others, which suggests that across industries there might be substantial variation in the ability to extract private benefits of control. This could potentially bias our results; however, we do include industry dummies, and therefore identify the within-industry effect of disproportionality on firm value.
In addition, the evidence in Models 7 and 8 of Table 4 shows significant value discount both within and outside high private benefit industries. Hence, we conclude that our results are not driven by unobserved private benefits of control.
Block premium
Dyck and Zingales (2004) find a significant premium on trades of block holdings across countries and show that these can be substantial even in Western Europe; e.g., Dyck and Zingales (2004) report an average block premium of 16 and 20 percent in Italy and Portugal, respectively. Since our empirical measure of firm value (MB ratio) is based on the marginal investor's willingness to pay, it does not include such block premia. This suggests a systematic valuation bias in our measurement of firm value, which potentially can explain the value discount of disproportional ownership structures.
Whereas it is unclear to what extent this story explains our results regarding a significantly larger value discount of disproportional ownership structures in firms with little cash flow concentration and in family firms, we claim that the explanation is contradicted by cross-country evidence on the interaction between investor protection and the discount on disproportionality.
To show this, we include the measure of the average block premia across countries developed by Dyck and Zingales (2004) in Model 1 in Table 6 . We interact the block premium with our disproportionality dummy. 31 The interaction effect is positive and significant at a 5 percent level. This means that the disproportionality discount is numerically smaller in countries with higher block premia. Since the valuation bias is higher in countries with higher block premia (the opposite), we rule out this channel as an potential explanation of the value discount on disproportional ownership structures.
Voting premium
Most superior voting shares are not traded on a public stock exchange. It is well documented by Rydqvist (1987) , Zingales (1994 Zingales ( , 1995b , Nenova (2003) and others that investors are willing to pay more for superior voting shares than for limited voting shares. Nenova (2003) shows that voting premia in Western Europe varies widely; From 30 percent in Italy to 0 percent in Denmark. If superior voting shares are not listed, we cannot observe this premium. Hence, disproportionality would lower firm value if voting premia are significant. Similar to the block premium argument above, the voting premium is negatively correlated with the value discount of dual class shares. For example, we find the strongest negative effect of dual class shares in Scandinavia, where the average voting premium is zero. If the valuation bias were driving this result, a positive correlation would exist between value discounts and voting premia. Nenova (2003) shows that the average voting premium on country level is negatively related to the level of investor protection, which contradicts our empirical results that the discount is increasing in the level of investor protection. 32 
Low liquidity
There are two variations through which liquidity arguments can explain the value discount.
First, as ownership concentration reduces the float relative to the total number of outstanding shares, the general discount on disproportional ownership could be driven by a missing liquidity premium. However, we claim that this argument is theoretically flawed. For any given level of control, v, dual class shares increase the float, since the separation of ownership and control allows the cash flow rights to be traded, whereas without dual class shares these would be kept by the controlling owners. It follows that the degree of disproportionality (v − c), as such, is unrelated to liquidity.
Second, in the case of dual class shares, the voting premium on superior voting shares might be adversely affected by low liquidity if the majority of these are kept by the controlling owner.
Consistent with this argument, Doidge (2004) reports evidence of a generally lower liquidity of listed superior voting shares. Thus, the large discount on firms with dual class shares might be 32 We only have voting premia for eight countries in our sample; hence, we do not report the exact effects.
explained by the negative effect of low liquidity on the value of the listed superior voting shares, and subsequently on firm value. This hypothesis implies, however, that we empirically should observe a negative relationship between voting premium and the turnover of superior voting shares. In his cross-country study, Doidge (2004) finds no significant relationship between the voting premium and the relative turnover between limited and superior voting shares. Thus, the large discount on firms with dual class shares cannot be explained by a missing liquidity premium on the superior voting shares.
Protection against uninvited takeovers
Assume that there is a fixed private benefit to controlling owners that is unaffected by the ownership structure. Moreover, assume that the likelihood of a successful uninvited takeover is decreasing in the degree of disproportionality, since the controlling owner's incentive to fight off the attempt to protect the private benefits of control is increasing in her share of votes. A minority investor will then pay less for shares in firms with a disproportional ownership structure, since the expected gain from a future uninvited takeover is smaller.
At first glance, there is some evidence for this potential explanation in our data. The argument implies that the value discount should be higher in countries with active takeover markets. In Column 2 of Table 6 we include an interaction with the level of takeover activity, M&A volume, in each country. M&A volume is from Rossi and Volpin (2004) and measures the volume of the mergers and acquisition activity by the percentage of traded firms that were targets of successful mergers and acquisitions from 1990 to 1999. Notice that the sign on the interaction term is negative and significant at a 5 percent level, which indicates that countries with higher takeover activity have a larger value discount associated with disproportional ownership. To measure the relative impact of our two channels, we set up a horse race between the agency and the takeover explanations in Column 3, where we include both anti-director rights index and takeover activity and interact these with disproportionality. Notice that the anti-director rights effect is significant at the 5 percent level, whereas the takeover effect is insignificant at any conventional level. 33 We conclude that the agency channel clearly wins the horse race.
In addition to this direct test, we can also compare the two channels on their predictions on the effect of disproportionality in family firms. As mentioned above, the agency argument from our model predicts that the disproportionality discount is higher in family-controlled firms than 33 Similar results are obtained (but not reported) in a horse race where we include both the anti-self-dealing index and takeover activity and interact these with the disproportionality variable.
22
in non-family firms, which we proved empirically in Table 4 . The takeover argument predicts the opposite. To see this, we compare a family-controlled with a non-family-controlled firm for a given takeover pressure and ownership structure. Everything else equal, we expect the family firm to be better protected than the non-family firm against uninvited takeovers. This has two important effects: family firms should generally have lower firm value, and the value discount related to disproportional ownership structures should be smaller. Both of these effects are inconsistent with the evidence in Table 4 , where we showed that family firms have higher firm value and -more importantly -that the value discount related to disproportional ownership structures is larger in family-owned and -managed firms.
Finally, the last column of Table 6 refines this argument by restricting the sample to firms in countries with an active takeover market (defined as higher activity than the median M&A activity on country level). 34 As family firms are well protected against takeovers, we should not expect to see any effect of disproportional ownership structures if the value discount is driven by a takeover premium on firms with proportional ownership. In this subsample we find that disproportionality is still associated with an economically large and statistically significant discount on firm value. More importantly, we find that disproportionality in family firms increases this discount further. Thus, the discount on firms with disproportional ownership cannot be explained by a missing takeover premium. (2000) show that any desired separation of ownership and control can be achieved through the use of either dual class shares, pyramids or cross-ownership. However, these mechanisms may serve several goals and yield different implications on firm operation and, ultimately, on firm value. For instance, dual class shares are frequently implemented in firms through IPOs or during successions in family firms, whereas a pyramidal structure often is the result of firm acquisitions.
We recognize that our theoretical model has little to say about the mechanisms through which 34 This takes care of the situation where most family firms are located in countries with low takeover activity. As seen in Table 2 , the frequency of these four groups differs across countries. Dual class shares are widely used in Denmark, Finland, Italy, Sweden, Switzerland and, surprisingly, the UK, whereas they are absent in Belgium, Portugal and Spain and almost absent in France.
Pyramids are frequently used in all European countries, but are less pronounced in Finland and Switzerland. Cross-holdings are very rare and only present in Austria, Germany, Italy, Norway, Sweden and the UK. 3536 Table 7 provides evidence of the impact of different disproportionality mechanisms on firm value. In Column 1 we use a dummy for each of the four groups of separating mechanisms. Dual class shares has a large negative effect, which is significant at the 1 percent level. The firm value of an average European firm with dual class shares is around 19 percent lower than the average firm with a proportional ownership structure. The value discount of dual class shares is indeed 35 Overall, we find a higher fraction of firms that use mechanisms to concentrate control in countries with high investor protection (Scandinavia, Ireland and the UK) than in countries with poor investor protection (Central and Southern Europe). However, the wedge between cash flow and votes is generally much smaller in the UK and Ireland than in Continental Europe. 36 Apart from the differences in the frequency of these mechanisms, as laid out in Table 2 , the legal definition of each mechanism varies from country to country. Dual class shares can be issued without any restrictions in Austria, Ireland and Switzerland, whereas a one-share-one-vote ownership structure is required in Belgium and, in principle, Norway. A majority of the other European countries have a cap on the proportion of the non-voting shares that can be issued. Limited voting shares are not allowed to exceed threshold levels of 50 percent of the nominal capital in Germany, Italy, Portugal and Spain, and 25 percent in France. Denmark, Finland and Sweden have imposed a maximum voting ratio of 10 to 1 between superior and limited voting shares (with potential "grandfather" clauses that provide exemptions for older firms with different voting ratios when the rules were implemented), whereas non-voting shares have been outlawed in the UK since 1968.
higher and more significant when ownership is less concentrated (Column 2), in family-controlled firms (Column 3) and in countries with better protection against self-dealing (Column 4).
Similar to the value discount of dual class shares, pyramids have a negative and statistically significant effect on firm value in our sample. The estimated coefficients are smaller than those for dual class shares; however, the economic consequences are still large. On average, the value of a European firm belonging to a corporate pyramid is around 8 percent lower than for a European firm with a proportional ownership structure. The interaction effects of pyramidal structure with little ownership concentration, anti-self-dealing and family control are negative but generally insignificant.
Dual class shares have a significantly stronger negative effect on firm value than pyramids.
Using an F-test, we strongly reject the null hypothesis that the effects are identical. Hence, the two coefficients are both economically and statistically different: the value discount of dual class shares is twice as large as the value discount of pyramids.
The effect of cross-holding is, on average, positive but insignificant. 37 Finally, there are too few firms with other mechanisms to get any significant results for this group.
The impact of disproportional ownership structures on operating performance
The analysis has so far focused on the impact of disproportionality on firm value. Table 8 shows the impact of disproportionality on operating performance. Column 1 shows that the effect of disproportional ownership structures disappears when we use return on assets as our endogenous variable. Column 2 focuses on the mechanisms through which disproportionality is created. Columns 3 through 8 focus on the interaction effects of disproportionality in firms with diluted cash flow, in family firms and in private benefit industries. In general, the effects, which are very clear when we use the MB ratio as endogenous variable, become insignificant in all these regressions. Thus, we cannot provide any evidence of dual class shares or pyramids having a significantly negative impact on operating performance.
It is puzzling that we find strong significant value discounts and that we are not able to find significant effects on firm performance. Ruling out measurement errors above, we believe there are at least two alternative explanations. First, this could be due to the two types of models having different levels of quality. While the effects are close to zero and highly insignificant, the performance models based on return on assets have very little explanatory power. The R 2 is only around 4 percent, compared to R 2 of around 14 percent in our firm value models.
Second, in the spirit of our incentive and entrenchment model, it could be the case that controlling owners extract a disproportional part of the surplus in the firms they control after operations have been carried out. In this case, potential outside investors will still require a discount for investing in the firm, even though the entrenchment problem does not affect operating performance. 38 
Robustness
This section recapitulates a number of robustness checks to the preceding analysis. All the results are robust to the definition of the controlling owner. As mentioned above, we have run all the regressions focusing on the largest group of controlling owners' possession of votes and cash flow (i.e., the joint ownership of all owners who possess more than 10 percent of the votes).
Similarly, we have run all regressions using the cross-sectional data from 1996, 1997 and 1998
individually, rather than the average of the period from 1996 to 1998. As we find no effect on return on assets, we have included return on assets as an additional control in the regressions of 38 Finally, it is worth emphasizing that the lack of theoretical foundation behind the results in the last two subsections may indicate that there are more channels through which disproportionality affects firm value than the incentive and entrenchment story. A prerequisite for progressing on these issues is to fully understand the comparative aspects of why founders and controlling owners choose various types of disproportional ownership structures. The Almeida and Wolfenzon (2005) study provides one example of such a comparative analysis.
Policy implications
The principle of proportional ownership states that it is desirable to have proportional distributions of cash flow and control rights among the investors in publicly listed corporations.
We have shown three important results related to this principle: publicly traded corporations in Western Europe that obey the proportionality principle have higher firm value, and more so in countries with better protection of outside investors; the value discount is larger for dual class shares than pyramids and other mechanisms; and finally, we cannot show that disproportional ownership structures have an impact on operating performance.
These findings shed new light on some recent policy discussions on regulations and recommendations of optimal ownership structures. On the legislative level, the European Commission is engaged in an ongoing process of regulating the company law with a focus on implementing the principle of proportional ownership. 39 On the governance level, many countries and international institutions have developed codes of conduct of good corporate governance that highlight rules and procedures that mitigate incentive and entrenchment problems. 40 Our results provide mixed support for these initiatives and recommendations. As a starting point, the significant value discount of disproportional ownership structures provides indicative support in favor of the principle of proportional ownership. However, there are a number of (2003) proposes that within the next four years, "abusive" pyramids shall be prohibited from being listed on a stock exchange. Abusive pyramids are defined as holding companies whose sole or main assets are their ownership of shares in another listed company. In the fall of 2006, the current Internal Market and Services Commissioner, Charlie McCreevy, committed to a consortium led by Institutional Shareholder Service, Sherman and Sterling LLP and the European Corporate Governance Institute, to provide a study of proportionality of EU-listed corporations. This study is part of the Commission's efforts to base any future policy initiatives in this area on objective data. 40 To illustrate this claim, we collected 53 codes, principles and guidelines on good corporate governance from the home page of the European Corporate Governance Institute (www.ecgi.org), January 1, 2005. We analyzed to what extent they provide discussions and/or recommendation of issues concerning the distribution of cash flow and votes in corporations. Thirty-eight codes out of 53 deal with the conflicts of interest between controlling shareholders and minority shareholders. Out of these, 19 codes directly consider and/or comment on the discrepancy between cash flow rights and voting rights. Eleven codes either recommend that firms follow a one-share-one-vote principle or recommend more generally an alignment between control and ownership. Eight codes explicitly recommend not having dual class shares or comment specifically on the negative effects of having different voting rights attached to shares. Ten codes either emphasize that pyramidal ownership structures shall be disclosed and transparent or directly warn against the use of pyramids. Similarly, 11 codes propose that voting caps either should be disclosed by firms or avoided. Finally, seven codes recommend that shareholder agreements should be disclosed.
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caveats to this policy statement.
First, policy makers have to believe that increasing firm value is a valid goal, since we cannot prove any impact on operating performance. 41 Second, the value discount of disproportional ownership structures has to be larger than our valuation bias arising from non-listed superior voting shares and block premia. We conjecture that this is the case in Northern Europe, since we have estimated the discount on disproportional ownership structures to 23 percent of firm value, whereas the average voting and block premium in Northern Europe are 2 and 1 percent, respectively. Thus, voting and block premia are small compared to the value discounts related to disproportional ownership structures. Third, our findings indicate that it may be relevant to focus on the underlying mechanisms that create disproportional ownership structures. Firms with dual class shares and a sufficiently disproportional ownership structure do have lower value than other firms. 42 In future work, it would be interesting to know more about what causes these differences.
Finally, the significant regional differences, correlating with investor protection and antiself-dealing measures, indicate that, whereas implementation of the principle of proportional ownership can increase firm value in Northern Europe, it might not be the case in other countries.
Taking the existing variation in the legal protection of outside investors as given, it is expected that there may be significant regional variation in the economic consequences of implementing a principle of proportional ownership. Hence, in conclusion, there seems to be some truth to the claim that one size does not fit all countries, with respect to regulative initiatives aimed at promoting the principle of proportionality. 41 The literature on investor protection has documented large positive externalities of the market value of publicly traded corporations on, e.g., the number of IPOs, the development of capital markets and growth (see survey by La Porta et al. 2000) .
42 Interestingly, these firms would have been affected by the now-withdrawn EU proposal regarding the introduction of a Break-Through rule. The EU Action Plan (2003) suggests that in the medium term, abusive pyramids should be regulated, but does not suggest specific regulation for dual class shares. Unfortunately, we have no data on holding companies and, therefore, cannot directly analyze the impact of abusive pyramids relative to other types of disproportional ownership structures.
Appendix
This appendix proves Proposition 1 and Corollaries 1 through 6. To save space, we prove the general model used for Corollary 6. The simplified version used in Proposition 1 and Corollaries 1 to 5 is derived by letting
We prove that the equilibrium amount of diversion and residual firm value (RFV) is given by:
Under absolute control (v ≥ l):
Proof: Manager's payoff is given by:
FOC:
We are looking for a subgame perfect Nash equilibrium given the distribution of ownership, c, v, and the control limit, l. We have two cases:
Case v ≤ l : Shared Control The first-order conditions reduce to:
This implies that:
Residual firm value under shared control:
Case v ≥ l : Absolute Control : In this case, there is no waste of monitoring effort through negotiation and the controlling owner, therefore, always prefer to monitor. The first-order conditions reduce to:
Thus the equilibrium actions are:
Residual firm value absolute control:
Proof of Corollaries: The proofs of Corollaries 1 and 2 follow from:
Corollary 3 is slightly more involved:
where the last equality uses the assumption
and find roots:
A sufficient condition is to show that l > v ≥ c implies that z > 
Since this expression is decreasing in e o m , it follows that it is optimal not to monitor at all, i.e., e o m = 0. Thus, π om , reduces to:
The solution to the diversion problems is:
The effects on residual firm value of increased disproportionality:
Corollary 6 is proved by: The market-to-book ratio (MB) is the ratio of the market value of assets to the book value of assets. We report the average MB ratio for the period 1996 to 1998. Market value is defined as the sum of the market value of common stocks and the book value of debt and preferred stocks. We divide the sample into firms with a proportional and disproportional ownership structure according to whether the firm has implemented mechanisms of separating cash flow and control. In Panels A) to F) The dependent variable is the ratio of market value of assets to book value of assets. Market value is defined as the sum of the market value of common stocks and the book value of debt and preferred stocks. All variables are the averages of the yearly values in the period [1996] [1997] [1998] 
about ECGI
The European Corporate Governance Institute has been established to improve corporate governance through fostering independent scientific research and related activities.
The ECGI will produce and disseminate high quality research while remaining close to the concerns and interests of corporate, financial and public policy makers. It will draw on the expertise of scholars from numerous countries and bring together a critical mass of expertise and interest to bear on this important subject.
The views expressed in this working paper are those of the authors, not those of the ECGI or its members.
